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CHAPI'ER I 
INTROilJCTION 
In a modern economy, such as the one existing in the United States, 
the central government must accept resonsibility for the stability of 
the economy--that is, for the prevention of excessive unemployment on 
the one hand and excessive price inflation on the other. Political 
liberals and conservatives both agree on this matter, although, of course, 
there are still differences of opinion as to how to achieve an appropriate 
balance of employment and price stability. 
The modern economy is controlled primarily by regulating aggregate 
demand for goods and services. There are two accepted instruments for 
controlling demand. The Federal Reserve System, through its monetary 
policies, exerts its influence on demand by altering the supply of 
money and the cost and availability of credit. The Federal Government, 
through its fiscal policies, exerts its influence on demand by affecting 
the aggregate flow of purchasing power and spending by altering the 
relation between Federal tax collections and expenditures. 
Full employment and reasonable price stability can only be maintained 
if aggregate demand grows in pace with productive capacity. Inco�e and 
product need to expand each year by as much as the growth of productive 
capacity, if we are to avoid rising unemployment and maintain a healthy 
economy. On the other hand, if we permit aggregate demand to expand more 
rapidly than productive capaci.ty 1 inflationary pressures wi 11 result. We 
rn.ust push our economy, using the proper controls, in order that we can 
maintain an acceptable level of economic stabiHty. 
I Thus, recognition that monetary and fiscal policies to maintain 
full employment and stable prices must be formulated in a framework 
which makes allowance for the growth of productive capacity ie now reason­
ably well established. By skillful use of monetary and fiscal policies 
we may be able not only to keep aggregate demand growing in pace with 
capacity but also to influence the growth of capacity itself. 
In 19�8, two celebrated American economists engaged in a dialogue 
with far-reaching implications for government policy in the next decade. 
On one side was Walter Heller, Chairman or the Council of Economic Advisors 
under President Kennedy and Johnson, and perhaps the most effective cham­
pion of the "new economics". On the other side was Milton Friedman, the 
leading exponent of a monetary view or the economy and a key advisor to 
Barry Goldwater and to Richard Nixon. The debate centered on whether 
minor economic fluctuations can best be controlled by "fine tuning", the 
frequent and discretionary use of monetary and fiscal policy, or by an 
automated policy of expansion in the money supply. Although the question 
remains unresolved, the implications created a new wave of empirical 
research in order to compare and analyze the effects of monetary and fiscal 
policies on economic activity. 
It is the purpose of this paper to study, analyze, and evaluate the 
findings of recent studies done on the effects that monetary and fiscal 
policies have on the modern economy; thereby, determining which one has 
the greater effect. 
In determining whether monetary or fiscal policies have the greater 
effects on the modern economy, this paper will primarily confine itself 
to the Federal Reserve-MIT econometric model, designed by de Leeuw and 
Gramlich, and to the Jordan-Anderson research of the St. Louis Federal 
3 
Reserve. The author's own empirical research plus related studies will 
then aid the reader in detennining whether fiscal or monetary policies have 
the greater effect on the modern economy. 
CHAPl'ER II 
A FISCALIST VIEW 
Ever since Keynes, economists have recognized that the Federal 
Government could stimulate the economy by increasing the federal expen­
ditures or by reducing tax receipts. We have progressed from nee-class­
ical economists, Keynesian andneo-Keynesian, to the fiscallst and a ne.­
breed of economist who uses the synthesis of whatever is valuable in 
older economics and in modern theory. Professor Heller instantly became 
a leader of the new breed of economists when he came out with new labels 
such as "full employment surplus" and "constructive deficit" during the 
Kennedy administration. Representing themselves as fiscalists, Heller 
and his disciples believe the modern economy can be controlled best by 
"fine tuning", the frequent and discretionary use of monetary and fiscal· 
policy, rather than by the automated policy of expansion in the money 
�upply. 
To help determine if the respons e of economic activity to fiscal 
policy is greater, more predictable, and faster than it is to monetary 
policy, this paper will now look at the Federal Reserve-MIT econometric 
model of the economy. 
The Federal Reserve-MIT model was used because it was developed 
to show the effects of fiscal policy and although monetary policy is 
assigned a major role, it was "couched in the Keynesian framework". Over­
all, the model was able to say more than existing models about the effects 
ot monetary policy instruments and in comparison with fiscal policy. 
SoT.e cf the differences between the Federal Reserve Board--MIT econo-
metric model ar:d other models are: 
1. In the financial sector, the general structure of cur 
equation is similar to some other recent models but 
our estimates of the lags are quite different. By 
experimenting with alternative formulations applied to 
data through 1965 and testing the results against data 
for 1966 and early 1967 we have tentatively concluded 
that lags in the demand for money are shorter than many 
recent estimates, and that the transitory impact effect 
of open market operations on interesj rates is smaller 
than a number of other models imply. 
2. The financial sector also differs from some others by 
including the market for bank commercial loans as an 
integral part of the determination of money stock and 
interest rates, and by including a fairly broad range 
of interest rates.2 
3. In the investment sector, the plant and equipment equa­
tions are derived from the neoclassical theory of the 
business firm but with allowance for lags in forming 
expectations, lags between order and shipments, techno­
logical change, and the possibility that substitution 
between capital goods and other factors of productinn 
may be feasible to a much greater degree when new equip­
ment or plant is being ordered than after it has been 
installed. Interest rates and tax rates enter the�;e 
equations in the way in which the theory of the firm 
after modification for the complications just listed 
sugges�s they should affect returns on investment pro­
jects. 
4. The equations for housing distinguish between builders 
and owners of houses on the one hand, and users of dwell­
ing space on the other. It is in the equation describ­
ing decisions by the former group to change the inven­
tory of houses under construction that current and recent 
interest rates enter with a powerful effect. 
5. Expenditures and taxes of state and local governments 
are endogenous in our model in contrast to any other 
model of our acquaintance. The equations emphasize the 
interdependence of spending and taxing decions, with 
an import�nt interest rate effect on state and local 
construction expenditures and a smaller but still 
noticeable effect on the5proportion of current expendi­tures financed by truces. 
6. Finally, in our consumption equations we have attempted 
to distingui sh the services yielded by stocks of durable 
goods from expenditures on durable goods which are a 
part of consumer spending in the national accounts. The 
sum of the services of durable goods and expenditures 
on nondurables and services is the consumption variable 
that we re late to current and past income, whereas the al­
location of the sum among its components depends on relative 
prices, ex isting stocks, and other variables. One result 
of this formulation is a small effect of interest rates 
on the allocation of total consumptign and hence on con­
sumer expenditures on durable goods. 
Some of the preliminary results suggested that both monetary and fis -
cal policies had powerful effects on the economy though monetary policy 
operates with a longer lag. It was also found that the response of money 
income to both monetary and fiscal policy changes was stronger than that 
implied by other large-scale econometric models. 
The Federal Reserve Board--MIT econometric model was composed of 
three large blocks of simultaneous equations. One block, the financial 
block, dealt with supply and demand equations for financial claims and 
their dynamic s .  The fixed investment block covered housing, plant and 
equipment, and the behavior of state and local goveniments. The consump-
tion inventory block, covered income shares, imports and Federal personal 
tax.es as well as consumption and inventory investment. Used within the 
three blocks were 75 behavior equations, identities for 35 other endogen-
ous variables and 70 exogenous variables. The properties of the model, 
because of its size, were best illustrated by simulation experiments. 
Emperical results of the simulation experiments were obtained by 
measuring the effects of step changes in key policy variables by comput-
ing differences between two simulation runs. The first run in every case 
was a dynamic simulation ( actual values for all current lagged exogenous 
variables ) of the model over some time period. 
Only initial actual variable values were used for endogenous variables. 
The model generated solutions for the endogenous variables during the 
first simulation period, then used these in generating solutions for the 
second period, etc. The second run in each experiment was another dy-
namic simulation identical to the first in all respects except that one 
of the policy variables was altered by a specific amount beginnlng in a 
specified quarter and continued for all subsequent quarters of the simu-
lation period. The final step, of computing the differences between the 
control and experimental simulations, gave the response of endogenous 
variables in the model to the specified maintained change in the policy 
variable. 
The variab les are included in the following definitive equations: 
FINANCIAL BLOCK EQUATIONS 
1. a reserve identity 
2. a demand for free reserves 
3. demand for demand deposits 
4. demand for time 
5. demand for commercial loans 
6. demand for currency 
7. a term structure 
8. supply of time deposits 
9. commercial paper rate 
10. commercial loan rate 
11. mortgage rate 
12. a stock market y ield 
INVES'lMENT BLOCK �WATIONS 
A.  Investment inPlant E�uipment 
1. Gross business product identity 
7 
2. Cost of Capital relations (3) 
3. Identities defining current dollar rent per unit of new investment (5; 
4. Identities defining equilibrium capital output ratios (2) 
5. Demands for orders and expenditures, producers durable equipment (5) 
6. Demand for nonresidential structures 
7. Identity defining stock of nonresidential structures 
B. Housing Sector 
1. Housing inventory, starts, and expenditures ( 3) 
2. Rent and House prices (2) 
3. Identity defining housing stock 
C. State and Local Governments 
1. Expenditures {6) 
2. Taxes and profits of government enterprises (5) 
CONSUMPI'ION INVENTORY BLOCIC EQUATIONS 
1. GNP and Consumption identities (2) 
2. Income shares and truces (4) 
3. Total consumption and its components ( 5) 
4. Relation of real consumer expenditures to real consumption (4) 
5. Stocks of consumer durables (2) 
6. Inventory investment (2) 
7. Imports 
8. Capacity uti lization , materials industries 7 
EQUATIONS FOR THE THREE BLOCKS COMBINED 
1. Corporate profits, cash flows, and dividends ( 5) 
2. Federal indirect and social insurance truces (5) 
The conc lusions from the limited number of policy simulations 
conducted were: 
( 1) 
(2) 
Monetary policy is quite powerful -- much more s.c 
than was found in other econometric models 
Future refinements of the model of which an examin­
ation of the financial intermediary -- credit ration­
ing process in the mortgage market is a basic one 
and could increase the relative power that the mod�l 
attributes to monetary policy and might shorten the lags. 
The findings followed strictly from the staff's best speci­
fication of the way in which monetary policy effects the econo­
my. They were not caused by simple expedients such as throwing 
in the money supply whenever nothing else works. The staff thought 
that because of their tentative conclusions that a more intensive 
examination of monetary policy than is usual in econometric models 
finds monetary: factors to be more important than they are usually 
found to be. "i 
One of the later simulation experiments with the Federal Reserve 
MIT econometric model was to measure the direct effects of monetary 
policy. 
"To measure the effect of the staff ' s central monetary policy instru-
ment, unborrowed reserves, the response of the model to a maintained reserv� 
increase of $1 billion was examined. " 10 It was assumed that the Federal 
Reserve--MIT model had $1 billion more unborrowed reserves available 
9 
than the actual hiE>torical amounts in the initial quarter and maintained 
the million--dollar excess over historical amounts in each succeeding 
quarter and while doing this, the st.aff could compute the multiplier over 
time for this policy change. 
The staff first conducted this experiment for a subset of 
the equations of the model including only the financial sector 
and demand e�uation s for categories of goods and service s  affected 
directly by monetary policy. This simulation gave them only direct 
effects of monetary policy on financi�l markets and, through 
financial markets, on final spending. 
Personal Consumption 
Cost of 
TABLE I 
DIRECT EFFECTS OF A BILLION DOLLAR STEP INCREASE 
IN DBORRQIED RESERVES12 
A .  Billions of Current Dollars 
State & 
Resident. Construct.Plt.&Eq.Loc. Cst. 
Cost of Credit Cost of Cost of Cost of 
rter Capital Wealth Total Capital Ratio Total Capital Capital Capital Wealth Credit Total 
4 .3 1.2 1.5 1.0 .6 1.6 .2 .2 1.7 1.2 .6 3.5 
8 .4 2.3 2.7 1.3 .5 1.8 .6 .3 2.6 2.3 .5 5.4 
12 .5 3.0 3.5 1.5 .3 1.8 1.1 .4 3.5 3.0 ·J 6.8 
16 .4 3.2 3.6 2.2 -.8 1. 4 1.5 .5 4.6 j.2 -.8 7. (.J 
B. Percentages of the Total Effect g�:£·�r Chan.2 8�!aif 
rter Consumption Residential, Construction Plant&Equipement State&Local Capital WP.alth � 
4 4j 45 ,,, 6 49 34 17 0 
B 50 33 11 6 4.g 4i 9 
12 51 26 16 7 51 44 5 
16 51 20 21 )j 66 45 -11 
10 
From TABLE I, it can be seen that the direct effect of the $1 billion 
open market operation stimulated final demand by $3.5 billion by the end 
of the year , by $5 .4 billion after tvo years, and up up to $7 billion up 
to four years. These numbers were smaller than the total effect over the 
first few years including the multiplier accelerator mechanism and the 
feedback from the real sector to the financial sector. 
Residential construction was responsible for much of the early effect 
but declines over time. 
This pattern can be attributed largely t.o the rationing 
channel. In periods immediately following the policy change, 
market rates of interest fall relative to the sluggish deposit 
rates of savings institutions. There follows a sharp rise in 
savings deposit i��lows, which in turn stimulates housing starts 
and expenditures. 
The credit rationing channel alone comprise 17� of the total direct monetary 
effect by the end of four quarters. Through time , the normal relation 
between depo s it rates and market rates was restored, and savings inflow 
fell relative to their recent high levels . When the balanced relation-
ship was assumed, the importance of credit rationing was reduced. 
The cost of capital channel operated strongly throughout the four 
year simulation period. " Ini tial effects were important for housing and 
ultimate effects both for housing and for plant and e,uipment.1114 As 
was mentioned earlier in this paper, cost of capital effects on expendi-
tures lasted only until actual capital stocks had reached thei r desired 
levels, but in this model this process was not complete by the end of 
four years. "One reason for this long lag is the time it takes short-term 
market intere st rates to effect long-term rates.1115 The expenditures vere 
begi.qning to recede due to changes in the cost of capital even though 
investments in plant and equipment, multi-family-housing, and state and 
local construction was still building up after four years. 
rter 
1 
2 
3 
4 
5 
6 
7 
8 
9 
10 
11 
12 
13 
14 
i6 
11 
The wealth effect also operated strongly throughout the period. 
"Since the wealth effect change affects consumption promptly, it accounted 
for 35 per cent of the total effect by the end of the first year, 45 per 
cent by the end of four years, and in the very long run when the channels 
fade out ot the picture, the wealth effect would comprise the entire 
direct monetary effect."16 
When the multiplier-accelerator process was set in motion, and real 
sector feedback was allowed, they enabled us to observe the full model 
effects of monetary policy when there was a change in unborrowed reserves. 
"With the inclusion of the multiplier-accelerator process, the effects 
of monetary policy are expanded in the earlier years, while the real sector 
feedback, by allowing the rise in money income to increase interest rates 
and partial reserve initial rate movements, gradually dampens the long 
run effects."
17 
The results of the full model simulation that began in 1964 I, were 
shown in TABLE II. 
TABLE II 
EFFECTS OF A BILLION DOLLAR STEP INCREASE IN UNBORROWED RESERVEsl8 
Full Model Effects 
Real GNP GNP Deflator Mone;t: GNP Col.Bnd.Rate 
�Billions 12�8 dollarsJ �Percentase 1?2ints) �Billions Current is l pts. .7 .8 -.27 
2.0 2.3 -.14 
3.6 .1 4.3 -. 12 
5.4 '.1 6. 6 -. 16 
7.0 .2 8.9 -. 19 
8.3 .3 11. l -.22 
9.3 . •  4 13.2 -.22 
10.0 . 5 15.l -. 24 
10.5 .8 16.9 -.25 
10.7 .9 18.6 -.26 
10.3 1.2 19.9 -.24 
9.4 1.4 20.6 -.25 
7.9 1.7 20.6 -. 25 
6.1 1.9 20.l -.23 
3., 2.1 19.0 
-.23 
1  2.2 17.2 -.23 
Unemp. 
Rate 
-.1 
-.2 
-.3 
-.4 
-.5 
-.6 
-.6 
-. 7 
-.1 
-.7 
-.6 
-.6 
-. 5 
-. 3 
-.3 
The effects on real GNP built up to $5.4 billion by one year 
and $10.0 billion by two years but after that the effects declined 
rapidly so that by the end of four years there was scarcely any 
effect on real income. 
The four year effect of the monetary change on money 
GNP was thus almost entirely in the form of higher prices. 
For the first two years the full system response for real 
GNP was much larger than the direct effect shown in TABLE I 
because of the multiplier-accelerator mechanism. But after 
that the full system's real response dies out because of the 
occillations inherent in the accelerator system as well as 
because of the risi§ in interest rates stimulated by the 
rise in money GNP. 
The interest rate feedback was illustrated in the direct effect 
simulations underlying TABLE I. The corporate Aaa rate declined 
by 46 basis points after four years while in the full model simu­
lations underlying TABLE n, the corporate declined by only 23 
basis points. 
"To determine the effect of initial conditions, full multipli-
ers for different initial conditions were used with different direct-
ions of policy change.1120 One set of simulations began in 1964 I 
and raised unborrowed reserves and for the other set, which began 
in 1958 II, lowered unborrowed reserves. 
The obvious difference between those two initial periods 
was the difference in inflationary potential. The quarters 
during and a�er 1964 were ones of fairly high resource utili­
zation, and the expansion of reserves at this time would be 
f'Xpected to stimulate price increase promptly. On the other hand, 
there was substantial excess capacity in 1958 and the decrease 
in reserves at that time could be expected to have minimal 
short run effect on prices.21 
"Another, perhaps less obvious difference between the two periods 
which affects the simulation results is the difference in initial. 
stock market conditions.1122 
These differences ..rere :illustrated by Tables II and III. 
We see that initial real income effects in the 1964 simulation 
were moderately larger than in the 1958 simulation, mainly 
because of the greater impact of the dividend price ratio. 
The price response was substantially higher in 1964, even 
allowing for the bigger initial real income response, because 
of the lower initial unemployment rate. But it is interesting 
to note that the much higher 1964 money GNP response leads 
to a greater reversal of initial interest rate movements 
which means that by the end of four years the real GNP response 
was much less in the 1964 simulations. In the very long run 
of, say, fifteen or twenty years, the real GNP response 
would die out in both case
�3
- but this happens more quickly 
the faster prices respond. 
TABLE III 
EFFECTS OF A MILLION DOLLAR STEP DECREASE IN UNBORROWED RESERVES24 
Full Model Effects 
(Initial Conditions of 1958 II) 
Corporate J;aa 
Real GNP GNP Deflater Money GNP Bond Rate 
(billions 1968 (percentage (billions current (percentage 
Quarter dollars) points ) dollars) points) 
1 -.5 -.5 .27 
2 -1. 3 -.1 -1. 5 .14 
3 -2.7 -. 1  -2.9 . 1 3 
4 -4.2 -. 1 -4.6 .17 
5 -5. 4 -.2 -6.1 . 20 
6 -6. 5 -.2 -7.5 . 24 
7 -7.3 -. 3 -8.8 .27 
8 -7 . 9 -.4 -9.8 .22 
9 -8. 3 -. 5 - 1 0 . 7 .29 
10 -8 . 5 -.6 -11. 5 .29 
11 -8.6 -.1 -12.l . 29 
12 -8.4 -.8 -12.5 • 30 
13 -8 . 1  -.9 -12.8 • 30 
14 -7.7 -l . O - 1 3 . 1 • 30 
15 - 7 . 2 -1.l -13. 2 • 30 
16 -6.6 -1.2 -13.4 .29 
The study was brought to a conclusion by comparing monetary policy 
13 
employ-
ment 
Rate 
(percentage 
poi.its) 
. l 
.2 
:i 
. _, 
.4 
• 5 
.6 
.? 
. 7 
7 
• I 
.7 
.7 
. 7 
.7 
.6 
.6 
multipliers with multipliers for common fis:al policy stabilization tools. 
"'The comparisons were given in T.able IV, which rhowed the full model response 
to (A) a one billion increase in unborrowed reserves. (B} a five b ll1ion dollar 
1 
2 
3 
4 
5 
6 
7 
A 
9 
14 
increase l.n real federal compensation of employees, and (C) a .02 decrease 
in the personal income tax rate ( the latter impli.es an initial revenue 
loss of 4.5 billion at 1964 I levels.>'25 
TABLE IV 
EFFECTS OF THREE EXPANSIONARY POLICIES 26 
{ Initial Condition of 1964 I)  
nemp oy-
Real GNP GNP Deflater ment Rate 
er billions 1 8 dollars oints 
A 
.7 
2.0 
3.6 
5.4 
7.0 
8. 3  
9.3 
10.0 
10. 4 
10.'{ 
10.3 
9.4 
7.9 
6.1 
3.9 
1. 4 
B c c A c 
6.6 1.4 .8 7.3 1.6 -.27 .o6 .03 - -.2 
8.3 2.9 2.3 9.3 3.4 -.14 .05 .02 -.1 -· 5 
8.7 3.6 .1 .2 .1 4.3 10.3 4.4 -.12 .05 .02 -.2 -.6 
8.9 4.o .1 .2 .1 6.6 11.2 5.2 -.16 .o6 . 0 3  -.3 I' -. o 
9.0 4.5 . 2  .4 .2 8.9 12.0 6.1 -.19 . 08 • o!i -.4 -.6 
8.7 4.8 .3 .4 .2 11.l 12.4 6.8 -.22 .09 .05 -.5 -.6 
8.0 5.0 .4 .6 .3 13.2 12.6 7.6 -.23 .10 .o6 -.6 -.6 
7.9 5.2 .6 . 7 .4 15.1 13.5 8.5 -.24 .12 . 07 -.6 -.6 
7.6 5.3 .8 .9 .5 16.9 1 4.1 9.3 -.25 .14 .09 -.7 -.5 
6.8 5.4 .9 1.0 .6 18.6 14.3 10.1 - . 26 .16 . 10 -. 7 -.5 
6.1 5. 4  1.2 1.1 . 7  19.9 1 4.5 10.9 -.24 .17 .12 -. 7 -.4 
5.6 5.2 1.4 1. 3 .8 20.6 15.2 11.6 -.25 .19 .14 -.6 -.4 
5.8 4.7 1. 7 1.4 .9 20.6 16. 5 11.8 -.25 . 20 .14 -.6 -.4 
6.2 3.9 1.9 1.6 1. 1 20.l 18.2 11. 7 -.23 . 22 .15 -.5 -.4 
5.7 2 .8 2.1 1.8 1.2 19.0 18.8 11.3 -.23 . 24 .16 -.3 -.4 
5.0 1.6 2.2 1.9 1.2 17.2 19. 2 10.6 -. 23 .25 ., ,'"'\ • .1/) -. 2 -.3 
A - Step increase in unborrowed reserves of 1.0 billion. 
B - Step increase in real federal wage payments of $5.0 billion. 
C - Step decrease in personal tax of .02 ( about $4.5 bi llion in revenue ) . 
The size of these policy changes, and hence of the real 
GNP and price results, was arb itrary; there was nothing 
natural about comparing $1 billion reserve change with a 
$5 billion expenditure change or any other specific amount. 
What were of interest were the dynamic path, which showed 
a much more rapid approach to real GNP effects for Fed­
eral spending than for monetary policy, with tax rates in 
between the two. 27 
"Monet ary policy worked more slowly than fiscal policy in this model 
because it takes time for the open market operations to be reflected in 
changes in long-term interest, and even more time for these rate 
changes to be reflected in investment decisions.1128 
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Compari son ;;  o1' these re su.l-: r; w:i th other mode ls revea led 
a mixture of s i.mi la.ri t i e s  and di ffe rence s .  A lthough the fis ­
ca l pol icy mu1ttp 1 i ers ic Tab l e  IV roughly agreed with those 
of othe r E;cono:r.et ri c:  mo;kls , the monetary mult ipliers had 
about t.he same ult imate effect as those obta:i.!led by the 
staff of the St . Loui s F'ede ral Reserve Bank in a regres s ion 
of GNP on monetary and fi scal variab les , though the t i mi ng 
patterns and the effect cf the fiscal policy computed by 
the two :>tudies were radical ly different . 29  
The compari son i s  the s t ronge st fi scal policy v i ew to be found. 
The use of the Federa l  Reserve - -MIT mode l to s tudy the re lat ive 
importance of monetary and fi s cal influences on economic act ivlty has 
its strong and weak poi nts . One of the strong points i s  that it a l -
lows one t o  di stingu i sh between direc t and indi rect monetary and fi s -
c a l  influences ,  and t o  see how sub sectors o f  the economy are affected . 
Another good point i s  that i t  al lows a wider range of quest ions to 
be answe red .  
The weak po i nt s  of the mode l were sev eral . W e  have to as sume that 
the monetary and fi s cal variab les were introduc ed in the mode l where 
th ere role3 are indicated by economi c theory. For example , unborrowed 
re serves were used as a measure of monetary influence rather than the 
15 
money supply o r  money base . "Anderson and Jordan have argued that " unborrowed 
I I  i l t f t • f'  " 30 reserves s not a re evan measure o mone ary in iuen c e . 
Another di sadvantage i s  that the mode l may have ommi t t ed an i mportant 
channel of t ransmi s s ion .  " For example, as sumlng that. t h e  c o s t  of borrowi ng 
i s  an important l i nk  i n  the monetary tran smi s s ion me cnan i sm ,  i t  i s  pos -
s ible that this i s  not accurate ly measured by ma rket i n t e re s t  rates b e -
cause both changes in c redit rat io!'l i ng and compensating balance re qui rements 
could affe ct the cost of borrowing yet not be re flected in  changes in  
market intere s t  ra.tes . 11 31 
It is apparent that furthe r  work on the spe � i fi ca t i cn aod estimat ion 
of the mode l be done in order t.o reconc i l e  di f f e rent. v � ews  a.bo...:t how 
monetary and fisca l pol i cy tools ope rat.e . 
CHAPTER III 
A MONETARIST VIEW 
The monetari s t  view that change s in the money stock are a primary 
dete rminant of change s in tota l. spendi ng, and should thereby be given 
major emphas i s  in economi c stab i l i za t i on programs , has been of growing 
interest in recent years . Monetarists and fi scaU sts alike fee l that 
" h igh employment , ri sing output of goods and services , and stab le pri ces , 
are three wide ly accepted nat i onal goals . " 32 How to achieve the goal s i s  
the b ig question .  
" Three commonly held propo s i t i on s  concerning the re lat ive importance 
of monetary and fi scal actions in implementing economi c stab i l i z at i on 
po l i cy are : the response of economic activity to f i s c a l  act lon s re lative 
to that of monetary action s is ( 1 ) greater,  ( 2) more predi ctable , and ( 3 ) 
faster. " 3 3 It i s the content i on of the monetari sts , M i lton Friedman and 
hi s " ri ght arm" , the St . Louis Federal Reserve Bank , that monetary in ­
fluences have a stronger, more predi ctable , and fas ter impact on economi c 
activ i ty than fl scal influence s .  
Thi s paper will  n ow  look a t  the s ingle equat i on approac h ,  deve loped 
by J o rdan and Ande rson , and eva luate the relationships between nume rou�: 
variab les and their bearing upon economi c stab i. l hat ion . The Jordan­
Anderson studies and the related studies offe r th e s t rong� s t  :suppost for 
the monetarist view. 
Leon Walras outlined a framework for ana lyz ing a c omplex market 
economy which inc luded a demand and supply relat i on.ship for every commodi ty 
and factor of production. 
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According to Walras ' analys is outside occurrences reflected in shi fts in 
demand and supply re lationships caused changes in market prices and in 
t1uantities traded. "These outside events included changes in preferences 
of market part i c ipant s ,  in  resource endowment,  and in technology, whereas, 
financial assets were not viewed as providing uti lity or sat i s facti on to 
their holders and were therefore excluded from the analysis . 11 34 
" Later developments in economic theory have viewed financial assets 
as provi ding flows of services whi ch also provide utility or sati sfaction 
to holders . 1 1 35 An example of thi s view i s  best i llustrated when economi c 
entities incorporate choices among goods, servi ces , and financial as sets 
into their decision-making processe s .  Because o f  choi ces being made for 
goods and serv i ces and financial as sets, demand and supply relat ionships 
exist for every financial asset . Therefore, interest rates are determined 
by the market process along with prices and quantities of goods and services .  
From these theoretical development s ,  a class i fi cat ion of market variab les 
was obtained. These market variables can be classified as dependent or 
independent . The dependent variables are dtermined by the interplay of 
market forces which result from changes in the independent variables . 
"Market determined variables include prices and quantiti e s of goods and 
servi ces , prices and quantities or factors of production ,  prices ( intere st 
rates ) and �uantities or financial asset s , and expectat ions based on : 
( a) movements in dependent variables, { b )  expected results of random event s ,  
and { c )  expected changes in fi scal and monetary policy. " 36 
Independent variables consist of 1. Slowly changing factors : a .  
preferences ; b .  technology ; c .  resources ; d .  institutional and 
legal framework, 2. Events ouside of the domest ic economy : a .  change 
in total world trade ; b .  movement s in foreign prices and interest rat e s ; 
3.  Random events : a.  outbreak. of war ; b .  major strikes ; c .  weather ; 
4. Forces sugject to control by : a .  fiscal actions ; b .  monetary act ions . 37 
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" Three tncoreti. cal approaches have been advanc ed by economi st for 
analyzing the i n f luen ce of monetary and f i s ca l  act ions on economi c 
act ivity and they are : ( 1 ) the textbook .Keynasian analysis derived from 
economi c thought of the late 19 30 ' s to early 1950 ' s ,  ( 2 ) the portfol i o  
approach deve loped over the l a s t  two decades , and ( 3 ) t h e  modern quantity 
, . 38 theory of mon ey . Frequent ly used statement s which supposedly represent 
these theori es  are examined by u s i ng comm.on measure s of economi c activity,  
monetary a c t ion s and fi s ca l  act i ons . 
As a measure of economi c act iv i ty , total spending for goods and 
s e rv i c e s  ( gros s  nat ional product at current prices ) vas used. ' ' It  c on s i s t s  
of total spendi ng on final goods and services b y  households , bus ine s se s ,  
and gove rnment s plus net fore i gn  investment . 11 39 
Monetary act ions involve primari ly dec i s i ons of the Treasury an d the 
Fede ral R e s e rve Syst em. " Treasury monetary actions cons i st of variati on s 
i n  i t s  cash holding depo s i t s  at Fede ral R e serve Banks and at commerc i al 
II  40 I I  bank s , and i s suance of t reasury currency. Fede ral Reserve monetary 
act i on s  i n c lude changes in i t s  portfolio of Government securities , variat i on s  
i n  member bank re serve requi rement s ,  and change s i n  the Federal Reserve 
., 41 0 l "  di scount rat e .  ther monetary acti ons are comme rc ial bank s ho a. i og 
ex c e s s  re serves and the pub l i c ' s  dec i s ion s to hold varying amoun t s of 
t i me depo s i t s  relative to demand depo s i t s . 
The monetary base i s  consi dered by both the portfo l i o  and tne 
modern quant ity theory schools to be a strategic mon etary vari ab l e . 
Th e monetary base i s  defined as the tota l of fe de ra l re s e rv e  c redity, 
gold stock, t reasury currency out standing, t reasury depo s i t <> at �ede ral 
rese rve , t reasury cash ho ldings , othe r deposit s ,  and oth er fede ral 
re serve ac counts plus reserve adj ustments . These who f ind. the monetary 
base to be a strategi � variab le c ite two reason r;. fo r doi ng {; O .  Fi rst , 
there i s  a s i gn i fi cant body o f  monetary t heory whi ch incorporates the 
monetary base a s  an important l ink b e tvccn Federa l  R e s e rv e  monetary 
a c t i on s  and the i r  ult imate i mpac t on i ncome , output , and pr i ces . 
Sec ond, among all the variab les c ited above a s  measures of monetary 
act i on s ,  the monetary authori t i e s  have the most c omplete contro l  
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ove r  the monetary bas e ,  and the base reflects the actions of these 
authorit i es more di re ctly than the other measures do . Both the 
portfo l i o  and the mode ni quant ity theory s chools consider an i n c rea se 
i n  the monetary base,  other forces constant , to b e  an expans ionary 
influence g� economi c activity and a dec rease to be a restri ct ive 
i nfluen c e .  
TABLE V 
STABILIZATION ACTIONS AND THEIR MEASUR�43 
ILIZATION ACTIONS FREQUENTLY USED MEASUREMENTS OF ACTIONS 
Monetary Act ions 
ederal R e s erve System 
1. Monetary Action s  
Monetary base .  
a .  open market t ran sac t ions . Money stock, narrowly defined. 
Money plus time deposit s . 
Commerc ial bank c redit.  
Private demand deposits. 
b .  dii>count rate change . 
c .  rec e rv e  requi rement changes .  
rcacury 
a. changes in cash holdi ngs . 2. Fi s cal Act i ons 
High-employment expendi ture s . 
High - employment rece ipt s .  
High-employment surplus . 
b. change s in depos it s at R e serve banks . 
c .  change s in deposi t s at commercial banks . 
d. change s i n  Treasury currency outstanding .  
F is .ca l A c t i ons 
vernmcnt spending programs . 
overnment taxing prov i s i on s .  
We ighted high-employment expenditures . 
We i ghted high-employment rec eipt s .  
Weighted high-employment surplus . 
National income account expendi ture s .  
Nat i ona l income account receipt s .  
Autonomous changes i n  Goveniment t ax  rates . 
Net Gove rnment debt out s i. de of agen c i e s  
and t rust funds. 
The port fo lio s chool holds that a change in the monetary 
base affects inve stment spending , an d thereb y  aggregate spending, 
through changes in market intere s t  rate s  relat ive to the supply 
pri ce of capi tal ( real rate of retuni on capital ) . The modeni 
quanti ty theory holds that the influence of the monetary base 
works th rough changes in the mon ey stock wh i ch in turn affect 
price s ,  int� rest rate s , and spending on goods and s e rv i ce s .  I n ­
c rease s  i n  the base are re flected in increases  in  t h e  money stock 
whi ch in turn result di rect ly and indi rect ly in i n c reased expendi ­
tures on a whole spectrum of ca�ital and consume r goods . Both 
pri c e s  of goods and interest r4\. tes form the transmi s sion mechan i sm 
in the mode rn quantity theory. 
The s imp le Keyne s i an approach postulates that a change in  t h e  stock 
of money re lative to its demand results in a change in interest rates . 
I t  a l so postulat e s  that i nvestment spending depends in turn on these 
investment dec i s i ons . " S imi larily,  in the port folio school of thought , 
changes in the �cney s tock lead to changes in the interest rat es, whi ch 
are followed by substitut ions in asset portfolios , then finally total 
spending i s  affec t ed. "
4 5 The key part s of the t ran smi ssion mechan i sm, 
as far as the port fo lio s chool of thought appears, a re the interest 
rate s  which i n f luence dec i s ions to ho ld money versu� a lte rnative finan-
cial assets as we ll. as dec ion s to i nvest in rea l a s sets . 
The role of �oney in determining economic act ivityrange s from " money 
does not matter' '  to money is the dominant figure" . The cont roversy 
was summari zed by Thomas Mayer when he con c luded :  
All in all , much recent ev idence support s the v i ew that 
the stock of money and, therefore , monetary poli cy , has a 
.;,ub::.tancia1 eff�ct . Note, hO\'ever1  that th1 :; r�adi ng of thi:? 
evidence is  by no means acceptable to all economi st s .  Some , 
Profes sor Fri e dman and Dr. Warburton for examp le ,  argue that 
changes in the stock of money do have a dominant effect on 
i ncome , at least in the long run, whi le others such Professor 
Hansen believe that changes in the stoc\U)of money are largely 
offset by oppos ite changes in veloc ity .  
The changes i n  the money stock o r  monetary base are frequent ly 
used as measures of moneta ry action ,  a lthough the money ba s e  was not used 
in thi s author ' s  own study. "Money is narrow l y  defined as the non-
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bank public ' s  ho ldi ngs of demand depo s i t s  plus currency. " The change s 
in the money stock re flect monetary act ion s of the Federal Reserve , the 
Treasury, and commercial banks . 
Fi scal poli cy actions on economi c activity are frequent l y  measured 
by Federal Gove rnment spendi ng , changes j n Federal tax rate s ,  or Federal 
budget defi c i t s  and surpluses . 
The Keynesian view cincentrate��. heav i ly on the di rect influence of 
fisca l act ion on total s pend i ng. 
The government spending i s  a direc t demand for goods and 
servi ces . Tax rate s affect di sposable income , a major deter­
minant of c onsumer spending and profits of busines ses,  a major 
determinant of investment spending . Budget surpluses and defi­
c i t s  are us ed as a measure of  the  ne48direct influence o f  spend­
ing and t.axing on economic activity. 
Tob i n ,  i n  developing the portfolio approach, attributes to fi scal 
act i ons both a di rect influence on economic act ivity and an indirect 
21  
influence both of  which take into con sideration the financing o f  gove rn= 
ment expenditure s .  
F inanc ing o r  expenditures b y  issuance of demand debt of 
monetary authorities ( the monetary base ) results in the full 
Keynes ian multiplier effect . Financing by either taxes or 
borroving
4
from the pub lic has a smaller mult ipli e r  effect on 
spending. 9 
The latter two means of the financing of expenditures are di rect influ-
ences of fiscal actions of economic activity. 
The indi rect influence of fi scal actions result from variations in 
the relative amounts of demand debt, short-term debt , and long-term debt . 
For example , " an expansionary move would be a shift from long-term to 
short -term debt or sh ift ing from short-term in the opposite directi.on . "  50 
The modern quantity theory also feels that the measure of fi scal 
ac tions depends on the method of finan c ing Government expendi tures . " How-
ever, the net influence on total spending resulting from interest rate 
and wealth changes i s  ambiguous and only a defi cit financed by the monetary 
system i s  necessarily e.xpansionary. " 51 
High employment budget concept s  have been developed as measures of 
the influence of fiscal act i on s  on economi c activity. 
In these budget concept s ,  expenditures inc lude both 
those for goods and services and those for t ran s fer pay ­
ments , adjusted for the influence of economi c act ivity. 
R eceipt s ,  s imi larly ad.justed, primarily ref lect legi s lated 
changes in Federal Government tax rates , inc luding Soc i al 
Securi ty taxes.  The net of receipts and expendi tures i s  
used a s  a n et mea a�re of changes in expenditure provi sions 
and in tax rates. '.:> . 
" Tests using other variab le s  mentioned in Tab le V did not change 
the conclusion s  that were reached in this  article . 11 53 
In order to a nalyze the three propositions put forth earlier, em-
pi rica l  relationships between measures of fiscal and monetary action s 
and total spending needed to be established. 
These relationships were developed by regres sing quarter-to­
,uarter changes in GNP on quarter-to-quarter changes in money 
stock ( M )  and in the various measures of fiscal actions : high­
employm.ent budget surplus( R -E ) , high employment expenditures ( e ) ,  
and high employment receipts ( R ) .  Similar e,uations we re esti­
mated whe re changes
54
n the monetary base ( B )  were used in pla ce 
of the money stock. 
Changes i n  all variab les were computed by two methods . 
Convent i onal first differences were calculated by subtract-
ing the value for the preceding quarter from the value from 
the present ,uarter. The othe r  method used is an averaging 
procedure used by Kareken and Solow called central differences . 
The st r�cture of lags presenting the regress ions was estimated 
with the use of the Almon lag technique . The data were season ­
ally adjusted •uarterly averages for the period from the fi rst 
quarter of 1952 to the second �uarter of 1968. 55 
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Certain relationships are expected to exi st between measures of econom-
ic activity and measure of monetary and fiscal actions . " The empirical 
relationship embodied in each regression coefficient is the total response 
( inc luding both di rect and indirect responses ) of GNP to changes i n  each 
mea sure of a stabili zati on act ion , assum i ng all other forces  remain con­
. " 56 
stant . 
Using the total response concept ,  changes in GNP are ex -
fected to b e  positively related to changes in the money stock 
M) or changes in the monetary base ( B ) . W ith regard to the 
high-employment surplus ( receipts minus expenditure s ) , a larger 
surplus or a smaller deficit i s  expected to have a negat ive 
influence on GNP and conversely . Changes in h i gh-employment 
expenditures ( E )  are expected to have a positive influence and 
changes in receipt s  ( R )  are expected to have a negat ive in fluenc e  
when these variables are included sepa rat e ly . 5 7  
23 
The R2 statistic, a measure of the pe rcent of the vari ance in changes 
in GNP explained by the regres sion equation, ranged from 15 3 to . 73 .  
Most o f  the values o f  the estimated regres sion coeffi ci ents for changes 
in the money stock or the monetary base had a high stati stical s ignificance . 
See TABLE VI .  
TABLE VI 
REXJRESSION OF CHANGES IN GNP ON CHANGES IN MONE'l'ARY AND FISCAL ACTIONs58 
( Eguation 1. 1 )  ( Eguation 1. 2)  
ferences AJ! 4 �R-E� A! 4!. Ali 
t 1. 57* - . 15 1. 51* . 36 . 16 
( 2 . 17)  ( . 65 )  ( 2 . 03 )  ( 1 . 15 )  ( .  53 )  
t-1 1 . 94* - . 20 2 . 59* • 53* - . 01 
( 3 .60 ) ( 1. 08 )  ( 2 . 85 ) ( 2 . 15 )  ( . 03 )  
t-2 1 . 80* . 10 1 . 47* - . 05 - . 03 
( 3 .  37) ( • 55 ) ( 2 . 69 ) ( • 19 ) ( . 10) 
t-3  1 . 28 . 47* 1 . 27 - . 78* . 11 
( 1 . 88 )  ( 1 . 95 ) ( 1 . 82 ) ( 2 . 82 ) ( . 32 )  
Sum 6 . 59* . 22 5 . 84* . 07 . 23 
( 7.  73) ( . 45 ) (6 . 57)  ( . 13) ( . 32) 
stant 1.99* 2 . 10 
R2 
( 2 . 16) ( 1 . 88 )  
. 56 . 58 
. E .  4 . 24 4. 11 
D-W 1 . 54 1 . 80 
entral (�E uation 2. l l ( ) ferences - A (R-!') Equation 2.2 t - - .4!!: _ill 4! 
t-1  
t-2 
t - 3  
, Sum 
1 . 50 - . 24 1 . 58 . 53 . 32 (1. 84) ( . 91) (2 . 01) ( 1 . 52 ) ( 1. 05 ) 
(
2 .
6
11*) 1. 23 1 . 57* . 60 - . 04 3 . 1 ( 1 . 16 )  ( 2 . 78 ) ( 2 . 44) ( . 17)  1 . 89* . 15 1. 41* - . 15 -. 11 ( 3 . 18) ( . 81) ( 2. 45 ) ( . 60) ( . 47) l. o6 . 52 1 . 26 - .96* . 18 ( 1 . 36 ) ( 1.90) < 1. 72)  ( 3 . 15 ) ( . 48) 
(
6 . 56
6
*
) 
. 21 5 . 80* . 02 • 35 
8 . 1 ( . 47) ( 7 . 57) ( . 04) ( . 54 ) nstant 2 . 02* 2 . 00* 
( 2 . 48)  ( 2 . 14 )  
S . E .  
. 66  . 72 
3 . 35 3 . 03 
( Eg,uat ion 1. 3 )  
A! 
( Eguation 1 . 4 )  
411 e A! A� 
1 . 54* . 40 1 . 02 . 23  • 52  
{ 2 . 47 ) ( 1. 48 ) ( • 49)  ( . 67)  ( 1 . 68 )  
1 . 56* . 54• 5 . 46* • 37 . 02 ( 3 .  4 3 )  ( 2 . 68 ) ( 3. 37) ( 1 .  36 ) ( .  07 ) 
1 . 44* - . 03 6 . 48* - . 21 - . 17 ( 3 . 18 )  ( . 13 )  ( 4 . 10 ) ( . 84 ) ( .64 ) 
1.29* • •  74 3. 05 - . 93* . 14 
( 2 . 00) ( 2 . 85 )  ( 1 .  54) ( 3 . 10)  ( . 39 ) 
5 . 83* . 17 16 . 0l* - . 54 • 51 
( 7 . 25 ) ( • 54 )  ( 5 . 67) ( . 89 ) ( . 67) 
2. 28* 1. 55 
( 2. 76 ) ( 1. 22 )  
. 60 . 53 
4 . 01 4 . 53 
l. 78 1. 71 �!uation 2 · 3) ( Equat ion 2 . 4 ) 
1�54* '!!3* �l % �8�* ( 2 . 45 ) ( 2. 21 ) ( . 28 ) { . 73 ) ( 2 . 55 ) 
1. 6 3* - 59* 5 . 42* . 50 - . 07 ( 3. 57)  { 2. 61 )  ( 3 . 16 ) ( l. 87) { . 27 ) 
1. 43* - . 16 6 . 87* - . 27 - . 33 ( 3 . 16 )  ( . 71 ) ( 3 . 92 ) ( 1 . 04 ) ( 1 . 31 )  
1 . 13 - .86 3.  5 1 - 1 . 26* • 35 
( 1 . 71 ) ( 3 . 07 ) ( l . 71 )  ( 3 . 65 )  ( . 87)  5 . 74* . 19 16 . 41* - . 75 . 82 
( 8 . 45 ) ( .77) ( 6 . 9 5 )  ( 1 . 37) ( 1 . 16 2 . 30* . 1 . 24 
{ 3 . 55 )  ( 1.14) 
. 73 . 67 
2 . 97 3.26 
l . 05 
gures ,  a e i r  t values appear be low each co-
The re�re s s i on coe f�i � i �n t �  mg rw Pn h �  n n  n r + o � � � �  , _ ,  
The total response of GNP to changes in money or the monetary base 
over four quarters revealed a po s i t ive relationship with stat i st i cally 
s ign i fi cant coefficients . "The coefficients of each measure of monetary 
act i on may be summed to provide an indi cation of the overall respon se or 
GNP to changes in monetary actions . 11 59 
These summed coefficients were also statistically s igni ficant and 
con s istent with the postulated relat ionships . 
As was pointed out before, the high-employment surplus or deficit is 
often used as a measure of the direction and strength of fiscal actions . 
Equation 1 . 1 summarizes the total response of GNP to changes 
in money and changes in the high-employment surplus . The coeffic i ents 
of the high-employment surplus estimated for the contemporaneous and 
first lagged quarter have the expected sign ,  but the coe fficients are 
of very low stat i stical s ignifi cance and do not differ s ignificant ly 
from zero .  The signs of the coeffic ient s est imated for the second 
and thi rd lagged quarters are oppos ite to the expected s ign s .  The sum 
of the coefficients ( total response di stributed over four quarters ) 
i s  estimated to have a positive sign ( opposite the postulated s ign ) 
but i s  not stat i st ically s ignificant . These result s prov i de no 
empirical support for the view that fiscal actions measured by the 
high-employment surplus have a sign i fi cant influence on GNP . In 
principle, these result s may have occured either because the high-
employment surplus was not good measure of fiscal influence, or 60 because fis cal influence was not important during the sample period . 
Keynes ian models of income dte rmination theoreti cally state that 
changes in tax rates exe rt a negative influence on economi c act iv ity, 
whi le changes in Government expenditures exert a positive influence . 
Equat ion 1 . 2  and 1. 3 provided tests of these proposition s . 
The s igns of the coefficients est imated for tax rec eipt s 
are the same as the hypothe s i zed s igns for only the fi rst and 
second lagged quarter. However, s ince these coeffi c i ent s 
( individually and the sums ) are of low stat i stical s ign i f i cance,  
no importance can be attached to thi s  variab le . Inc lus ion of 
changes in receipts (4B) in e�ations 1 . 2  does not improve the 
overall result s ,  in terms of R and the standard e rror of est i - 6 l  mate, compared with equat ion 1 . 3 from which receipt s  are ex c luded.  
These re su l t s  provided no Sl.lplX)rt for theori es wh i ch i n di cate that 
change s i n  tax rec e ipt s  due to changes in tax rates exert an ove ra l l  nega-
tive influence on economi c act iv i ty .  The re sult s were con s i stent with 
theories whi ch indi cate that i f  the alternative to tax revenue i s  borrowi ng 
from the pub li c in orde r to finance Government spendi ng, then the i n fluence 
of spending wi ll not n e c e s sari ly b e  greate r i f  the funds are borrowed 
rathe r than obtained through taxat i on .  The result s  also i ndi cat e  that 
consumers wi ll maintain c onsumpt i on leve ls at the expense of saving when 
there i s  a temporary reduction i n  di sposab l e  income . 
The s ign s of the coeffi c i ent s esti.mated for high - emp loyment 
expenditure s in equat ions 1. 2 and 1 . 3 indicate that an i n c rease 
in Government expenditure s is mi ldly stimulat ive i n  the qua rt e r  
i n  whi ch spending i s  inc reased and in the following quarte r .  
However, in the subsequent two quarters this inc rease in expendi ­
tu re s  causes offsetting negat ive influence s . The ove ra l l  effect 
of a change i n  expendi ture s di stri buted over four qua rt e r s ,  i ndi ­
cated by the sum, i s  relat ively small and not stat i st i cally s i gn i ­
f i cant . The s e  result s are consi stent with modern quant i t i y  theo r i e s  
wh i c h  hold that Government spending, truc i ng, and b orroving po l i c i e s 
would hav e ,  through int erest rate and wealth effect s , di f62rent 
impact s on economi c activity under varying c i rcumstan c e s . 
Th e emp i ri cal re lat ionships previous ly deve loped re la t i ng change s  i n  
GNP to changes i n  th e money stock and changes i n  h i gh - emp loyment expendi -
ture s  and rece ipt s were used to test the three propo s i t ion s unde r c on -
s iderat i on .  
Propo s i t i on I stated that f i s cal action s  exe rte d  a la rge r i nfluence 
on economi c act ivity than did monetary act i on s .  Th i s  i mp l i ed then that 
th e coeffi c ient s for change s in ( E )  would be large r than those for change s 
i n  (M )  an d ( B ) . By using " b eta coefficient s" whi ch take into con s i de rat i on 
the past variat ion of changes in each indipendent var iab l e  relative to the 
past va riat i on of change s  in GNP , the s i ze of b eta coeff i c i en t s  may 
th ere fore be compared as mea sures of the relative c on t ri but i on of each 
variab le to variat ion s in GNP in the test period . 
'l,uarter 
t 
t - 1  
t -2 
t- 3 
sum 
Quarter 
t 
t-1  
t -2 
t- 3 
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TABLE VII 
,.. ., 
MEASUR&�ENTS OF THE REJ..J\.TIVE IMPORTANCE OF MONETARY AND FI SCAL ACTIONS0 > 
F i rst Differences ( equations 1 . 2 and 1 . 4 )  
Beta Coeffi c i ent s Part ial Coef'fi c .ient s of Determinat i c  
A!! A! � .4.£ � 
� 
� .4.1:-- 41: AL '.§1 � . 24 . 14 . 05 . o6  . 09  . 07 . 02 . 01 * . 05 
. 26 . 20 • • 31  . 14 . 01 . 14 . 08  * . 18 . 03 * 
.24 - . 02 - . 01 • 37 - . 08 - . 05 . 12 * * . 24 . 01 . 0 1  
. 20 - . 30 . 03 . 17 - .  36 . o4 . o6  .13 * . 04 . 16 * 
. 94 . 02 . 07 . 91 - . 2 1  . 16 . 45 * * • 38 . 02 . 01 
CrmtraJ Dl ft'c rences ( equat ion s  2 . 2 and 2.4 ) 
Beta Coeffi c i ents Partial Coeffi c i ents of Determi.:-:at l on 
A_M A E 
� � ¥i � 
Lg 
� � � � � . 2b . 2lr  l . 07 . 01 
. 26 . 2 3  - . 01 • 31 . 19 - . 02 . 1 3 . 10 * . 16 . 06  
. 2 3 - . o6  - . 03 . 40 - . 10 - . 09  . l l . 01 * . 23 . 02 
. 20 - .  36 . 05 . 20 - . 47 . 10 . 05 . 16 * .05 . 21 
5 . 01 . 10 . c; - . 27 . 24 . 3 * . 01 . 4  . o4 . ,, 
. 005 
Tab h� VII 1;ho�.:-ed th!.! beta coei'!"icients for change� i.n money ·� e re 
greater than those changes i n  h i gh-employment expenditures for the 
quart e r  in wh ich the change occurred and duri ng the fo l lowing two 
qua rt e rs . " I n the lagged quarte rs in w'hi ch the beta coeffi c i ents 
for changes in ( E )  were the largest , a negative sign was a s s oc iated 
with the regres s ion coeffi c i ent s ,  indi cat ing a lagged cont radi cto ry 
effect of increased expenditures . " 64 As a measure of the tota l con -
tributi on over the four quarters , the sum of th e beta coeffi c i ent s 
for changes in money and the monetary base were much greate r  than 
thos e  for changes in expenditures .  
" Propo s i t ion I wa s  also t e sted by the use of part i a l  coeff'i c i cr..t ::.. 
of determination. 1 1 65 These stat i st i c s  are measure s of the pe r cent 
. 1 1  
* 
. 0 ·3 
. 0 1 
. o · · 
of variat ion of the dependent variable rema J ning aft e r  the var iat ion account -
ed for by all other variables in the regression has b een subtracted from the 
arter 
1 
2 
3 
4 
5 
6 
7 
tota l variat i on s .  Proposition I i mp l ied that larger coeff i c ient s should 
have been observed fo r fi scal act ion s than for monetary act i on s .  Tab le 
VII present s the partial coeffi c i ent s of determination for the variab les 
under con s i de rat i on .  
For the quart er o f  change and the subsequent two quarters , 
the s e  coe ffi c i ent s for AM are much great e r  than those for �E . 
W i th regard to � ,  the coeffic i ents are about equal to those for 
AE in the first quarte r  and are much greater in the two sub se-
quent quarters . The part i a l  coeffi c i ent s  of determinat ion for 
the tota l contribut i on of each po l i cy variab le to change s in GNP 
over four quarters may be developed. Table II shows that the 
partial coeffi c i ent s of determinat ion for the over-all respon s e  
o f  GNP t o  A M  and AB 
6
�ange :from • 38 t o  • 5 3 wh i le tho se for A E 
are virtually zero .  
2 7  
Another study conducted b y  Anderson and Jordan re lated to three altern -
at ive action s  as sumed taken by stab i l i zation authoriti e s .  One sect i on i s  
t o  i n c rease gove rnment b y  $1 b i ll i on financed by �ither borrowing 
from the pub l i c  or increas ing taxe s .  A second action is to increase the 
money stock by $1 b i llion with no change in the budget po s i t i on .  And a 
third action would be to increase government spending by $1 b i l li on for a 
year and i s  financed by increas ing the money stock by an equal amount . 
The impact on total spending of the first two actions 
may be measured by us ing the sums of the regre s s ion coeff i ­
c i ents pre s ented for e quat i on 1 . 3 .  A b i llion do l lar i n c rease 
in the rate of government spending would, after four quart ers , 
re sult in a permanent increase of $170 mi llion in GNP . By 
compari son , an increase of the same magnitude in money would 
result in6CfNP being $5 . 8 b i l lion permanently higher aft er four 
quarters . 
TABLE VIII 
Simulated R e sponse of an I n c rease in Gove rnment 
Expenditure s  F i nanced by Monetary Expan s i on 
(Mi l l i ons of do llars ) 
inc rease in Government Expenditures R e�ui red I nc rease i n_:�oncy Total R espon s e  C 
Impact Cumulat ive Change in I mpact Cumulat ive Impact Cum. 
Change in Effect Effect Money Effect Effect Effect Effect 
Expenditures on GNP on GNP Stock 
$fl J§f 
on GNP on GNP on Gii 
$1'00 $400 $200 $ 38 5 $ 785 $ 785 $1000 
0 54o 940 250 775 1160 1315 2100 
0 -30 910 250 1135 2295 1105 3205 
0 -74o 170 250 1458 .H5 3  718 3923 
-1000 -400 -230 0 1072 lv.325 672 3595 
0 -54o -TIO 0 682 5507 142 4737 
fl '.:I.fl -7hl"'I 0 � �  'lR 10 �5 3 5090 
The results of the la st action are presented in Tab le YII. 
The annua l rate of government spending is  as sumed to be i n ­
c reased by $ bi l li on in the fi rst quarter an d  held 
at that rate for the following three quarters . This 
would requi re an inc rease in money of $2 50 mi llion during 
each of the four quarters to finance the highe r level or 
expendi ture s . Since we are intere sted only in the result 
of fl nancing of the origina l  inc rease in expendi ture s by mone­
tary expan sion , expenditure s must be reduced by $1 b i llion 
in the fifth quarter. If expendi tures were held at the 
h i gher rate, money would have to continue to grow $250 
million per quarter. According to Tab le VIII GNP would 
rise to a permanent level $5. R  bi llion higher than at the 
beginning .  Thi s increa se is GNP results enti re ly from 
monetary expans ion . 09 
The regres s i on result s from these three tests indicated that th e 
2H 
propositlon that the re sponse of total demand to fi scal action was great -
er than that of monetary action was not confi rmed. 
Propo s i t i on II held that the reponse of e conomic act iv i ty to fi s ca l  
act ion s i s  more predi ctable that the respon se to monetary influence . 
Thh implies that the regress ion coefficients re lative 
to the i r  standard errors ( thi s ratio is called the "t-value" ) .  
relating changes in E to change s in GNP, should be greater, 
than the corresponding measures for changes in M and in B .  
Th e  greater the t -value , the more confidence there i s  i n  the 
est imated regre s s ion coefficient, and hence, the greater i s  
the reliab i lity o f  the estimated change i n  GNP resulting from 
a change in the variab le .  These t -values are pre sented in 
Tab le Ix . 70 
TABLE IX 
Measurement of R eliab ility of the R7¥'oos� of GNP 
to Monetary and Fiscal Actions 
( " t-values" of Regression Coeffic ients ) 
Fi rst Differen ces 
Quarter 
-
� 4£ �R 
� � tk-t 2 . 03 1. 15  0. 5 3  
t - 1  2 .85 2 . 15 0. 03 3 . 37 1. 36 0 . 07 
t -2 2 . 69 0 . 19 0. 10 4 . 10 o. 84 c . 64 
t-3 l. 82 2 . 82 o. 32 1.  54 3. 10 c . 39 
Sum 6 . 57 0 . 13 0 . 32 5 . 67 0. 89 c . 67 
Centra l Di ffe rence& 
Quarter ,j M  I/. E 
� 
AL 4, E  ,_f;_ t 2 . 01 1 . 52 0. 28 0 . 73  c: . 5 5 
t - 1  2 . 78 2 . 44 0 . 17 3 . 16 1. 87 0 . 27 
t- 3 2. 45 0 . 60 o. 46 3 . 92 l. 04 l . .  �l 
Sum 7. 57 o . o4 0. 54 6 �� l. 37 t.L6 
t -va.lues as sociated with e quat ion s  1. 2 ,  1 .  4 ,  2 . 2 and 2 . 4 i n  Tab le VI .  
I n  examining Tab le IX , the monetary vari ables had the greate r t -
values for the regression coeffi c i ents rather than did the fiscal vari-
ab les . Also the t -values for the sum of the regression coeffi cients for 
change i n  (M )  and ( B) were la rge , while those for the changes in ( E )  were 
not stati stically s i gnifi cant . Since the regre s s ion result s imp l i ed by 
proposition II did not appear, the proposition was not con-
fi rmed. 
Propo s i t ion III stated that the influence of fi scal actions on eco-
nomic activity occurs faster than that of monetary actions . " I t  was test-
ed by exami ning the characteri stics of the lag structure of the regression s . " 72 
Proposition III implied that beta coefficients for changes in (E )  should 
have b een greater than those fo r changes in (M)  in the quarter of a change 
and in those imaediately following. It a lso implied that the mai n re spon s e  
of GNP to fiscal actions occured wi thin fever quarters than its response 
t o  monetary actions . 
A change in the money stock induced a large and almost 
equal response in each of' the four quarters. The large­
est response of GNP to changes in the monetary base 
occured the first and second quarters after a change . 
The b eta coefficients for changes in M were greater th.an 
those for changes in E for the �uarter of a change and the 
following quarter, indi cat ing comparatively smaller re­
sponse of GNP to fiscal act ions in these first two quarters . 
Moreover, the largest coefficient for /J.F. occured for the 
thi rd quarter after a change . 
The expected regression results implied by Proposition 
III were not found. Therefore ,  the proposit ion that the 
major impact of fiscal influence on economic activity occurs 
within a shorter time interval than monetary i nfluence i s  
not confirmed. 7 3 
In summari zing the propositions that the response of economi c acti-
vity to fi s cal actions relativ e to monetary action s  wa s  ( I )  larger , ( II )  
more predictable, and ( III )  faste r, the result s were not consistent with 
any of these propositions .  " Conse,uently, either the commonly used 
measures of fiscal influence do not correct ly indicate the degree and di -
rection of such influence , or there was no measurable ne � fi scal influence 
on total spending in the test period. 74 
I n  a la ter study conducted by Mi chael W .  Keran , the Anderson and 
Jordan study was recreated over a longer time period ( 1919·1969 rather than 
1953-1968) . The same proposition which Anderson and Jordan tested we re 
tested by Keran and provided additional evidence that monetary influen ces 
consistantly have been stronger , more predi ctable, and faster in thei r  
effect on economi c activity than have fi scal influence s .  
When using the sums o f  the beta coeffic i ents t o  determine the rela-
tive impact on the economic activity caused by changes in the money stock 
and changes in government expenditures,  it was learned that the monetary 
influence was larger and statistically s ignifi cant , whi le the fi scal infl u -
ence was negative and statisti cally insignifi cant as  observed i n  TABLE X .  
II  1919 - II 29 
III/1929 - II/39 
III /1939 - IV /46 
I/1947 - IY /52 
I/195 3 - I/69 
TABLE X 
Beta Coefficientu75 
M sum 
l 
* · 515 
*· 593 
- . 153 
*l. 768 
* . 726 
NOTE : * Significant at the 95� level of confidence 
- . 80"3 
. 219 
-2. 347 
- . 159 
sum 
To detennine which variable was more predictab le ,  whichever on e has 
the higher statistical signifi cant coeffi cient is more reliable was used 
as being the most predictable. 
Statistical s ignificance is measured by the t -values 
of the coefficients of the monetary and fi scal variab le ,  
when measured against the same depend�nt variao le ,  whi ch 
in thi s  case va.s a change in (Y } .  A t -value i s  a stat i s ­
tical indi cator o f  the confiden ce one ma y  have that the 
" t rue relationship" between the independent and dependent 
variab le has the same signi ficance as the statis itca lly 
est imated coeffi ci ent of that relationship . The larger 
a t -value , the more confiden ce we hav e  that the mon�tary and 
fi s cal variables are related to e conomi c act ivi ty. 7° The 
t -values are presented in TABLE XI . 
TABLE XI 
t -values77 
3 . 16 
3. 41 
- . 59 
3. 51 
4. 70 
A E 
( SUM) 
- . 28 
0 
-1 . 95 
. 81 
-4. 12 
- 1 . 07 
The monetary variab le had a con siderab ly higher t -value than did the 
fiscal variable for the whole peri od. The same held true during the sub -
peri ods with the ex ception o f  the wa r  and early post -war periods . In gen -
eral, the moneta ry variab le had a more predictab le effect on economic 
activ ity than the fi s cal variab le .  
T o  determine whi ch variab le ,  monetary o r  fi scal worked faster on the 
economi c activity, observation of the variables with the shorter time l.age 
produced the desi red findings . 
Af'ter changing the quarterly patterns of the regression 
coeffi cents i nto b eta coefficents and charting them, 
the monetary variab le had a con s i stently faster in­
fluen ce on economi c activ i ty than the fi s cal variable i n  
all the sub -periods with the ex c eption o f  the wa pe riod 
of 1939-1946. 78 
In summari zing all of the studies conducted by the St . Loui s R ev i ew ,  
wh i ch inc lude s Jordon and Andersons studi es along with Keran ' s , t h e  f'ol -
lowing point s are to be made : 
The finding that statement s whi ch assert that change s 
in tax rates have a s igni ficant influence on tota l spend­
i ng are not supported by thi s empiri cal invest igat ion sug­
gests that past effort s in thi s  regard have been overly 
opt i mi sti c .  
2 .  The finding that the respons e  o f  total spending t o  changes 
in Gove rnment expenditures i s small compared with the response 
of spending to monetary act i on s  strongly suggests that it would 
be more appropriate to place greater reliance on the latter form 
of stab l i zat ion action . 
3 . Finding of a strong empi ri cal relat i onship between economi c 
act ivity and either of the measures of monetary actions points 
to the conclusion that monetary action s can and should play a 
more prominent role in economi c stab i li zation than they have up 
to now .  
4. Fai lure t o  recogni ze these relationships can lead to wide­
s i red changes in economic activ ity because of the relatively 
short lags add strong effects attributable to monetary action s .  
5 .  Evidence was found whi ch i s  con sistent with the propo s ition 
that the influence of monetary actions on economic activity i s  
more certain that that o f  fi scal actions . 
6 . Since monetary influence was also found to be stronger and 
to operate more qui ckly than fiscal influence, it would appear 
to be inappropriate, for stabilizat ion purposes, for monetary 
authorities to wait very long for a desi red fiscai action to be 
adopted and implemented. 
7. Evidence fowid in thi s  study suggests that the money stock 
is an important indicator of the total thrust of stabilizati on 
act ions, both monetary and fiscal. This point i s  argued on two 
growids . A .  changes in the money stock reflect mainly what may 
be called di s cretionary actions of the Federal Reserve System 
as it uses its major in struments of monetary management- -open 
market transaction s ,  discount rate changes ,  and reserve require­
ment changes . b .  the money stock reflects the joint act ions of 
the Treasury and the Federal Reserve System in financing newly 
created Government debt . Such actions are based on aec i s ions 
regarding the monetization of new debt by Federal Reserve act i on s ,  
and Treasury deci sions regarding changes in i t s  balances at 
Reserve bank s  and commercial bank s .  According to thi s second 
point , changes in Government spending financed by monetary ex ­
pansion are reflected in changes in the monetary base and in the 
money stock. 71 
Th i s  paper found that there i s  a definite advantage in using the 
single equation approach to detennine whether fi scal or monetary po licy 
has the greater effect on the economy. If the monetary and fiscal variab les 
used are correctly specified, they will capture the direct and indi rect 
impacts on economic activity ; therefore , avoi di ng the prob lem of specifying 
and measuring various links between monetary and fi scal polfcies . 
A weaker poin t  in us ing a single equation approach i s  that it 
can on ly deal with a single que st i on .  It does not di sUnguish between 
the di rect and indi rect poli cy influences on the economy . For example, 
it doesn ' t  show how output and employment are affected. Output in 
the short run is affected by a poli cy change, but in the long run, it 
i s  affected by natural resources , productivity, labor for. ce, etc • • 
.) .)  
The obvious weak point in the Jordon-Anderson study then is that 
it doesn ' t  take into consideration the long term effe�ts of monetary 
and fi scal poli cy whereas the FRB-MIT simulations do. One of the 
monetari s t s  answers t o  this prob lem would be that an automated monetary 
policy would sustain the growth rate in the long run anyway. 
Another point to consider i s  that the Anderson-Jordon study didn ' t  
con s i der the mult iplier-accelerator proces s .  When the money income 
increases interests rates , and partial reserve initial rate movements ,  
the monetary policy gradually dampens the long run effects .  Th e  multi­
plier-acce lerator effects a re expanded in earlier years. 
When studying the effects of three expansionary poli cies with the 
FRB-MIT model, the results were arbitrary because there was nothing natura l 
about comparing a $5 b i llion expenditure change with a $1 bi llion reserve 
change . The main interest were the paths whi ch showed a more rapid real GNP 
peak for federal spending than fo r monetary policy. Thi s parti cular simul­
ati on ' s  findings vas not in general agreement with the general findings . 
The monetari st findings contradi ct thi s particular simulation even without 
having to use an econometric model. 
Although the general findings of the FRB -MIT s i111Ulations indi cated 
that monetary variables are stronger than had been originally antic i ­
pated, the conc lus ion was that monetary policy worked more " slowly" than 
fiscal poli cy. An example to refute the finding would be that the response 
34 
of total spending to changes in government expenditures i s  small compared 
with the response of spending to monetary act ions according to the monetarist 
findings . 
The Anderson-Jordon study showed monetary actions to be more consi stant 
than the FRB -MIT s tudy showed fi scal actions . to be . 
These are only some of the early findings when comparing the two 
views of policy thought .  Overall, the monetari sts have a stronger case 
at this point because they can show a more di rect relationship between 
changes in monetary poli cy and ');heir effects on the GNP than can the fi s ­
cali st s .  
CHAPrER IV 
EMPIRICAL RESEARCH 
This paper will now report the author ' s own research findings on 
the following hypothesis : 
1.  The percentage change in  NNP is a function of the percentage 
change of both money stock and price-deflator. 
2. The percentage change in NNP is a function of both the 
high-employment surplus or deficit as a percent of NNP, 
and the price-deflator. 
3 . The percentage change in NNP i s  a function of the percentage 
change in the money stock , the high-employment budget surplus 
or deficit as a per cent of NNP, and the price-deflater. 
These hypothesis were developed to test three commonly held proposi­
tions concerning the relative importance of monetary and fiscal actions 
in implementing economic stabili zation policy. These propositions are : 
the response of economic activity to fiscal actions re lative to that of 
monetary actions i s  ( 1) greater, ( 2 ) more predictable ,  and ( 3 ) faster. 
The independent variable used to represent monetary policies was 
the money stock defined as currency in the hands of the pub l i c  plus de­
mand deposit s .  The principal reasons for using the money stock a s  a 
variable representing monetary policies were : 
1 .  there i s  a significant body o f  monetary which incorporates 
the money stock as an important link between Federal  Reserve 
monetary a ct ions and thei r  ultimate impact on income, output , 
and prices . 
2. among all variables that can be used as measures of monetary 
actions previously covered in the related studies, the mon etary 
authorities have the most control over the money stock . 
The independent variab le used to represent the net effect of fi scal 
actions on economic activity was the high employment budget surplus 
or defi ci t .  Taxing and spending actions o f  the federal government are 
generally believed to have a s ignifi cant effect on spending, product i on ,  
employment ,  and prices. The high-employment budget surplus or defi c i t  
is one o f  the best s ingle measures o f  the net effect o f  taxing and spend­
ing because it " is a statistical summary- of government spending and taxing 
activities . •.00 The high-employment budget was originally developed in terms 
of a target for &JVE!rnment fi s cal operations but more recent ly the 
concept has served as a tool of economic analys is providing a measure of 
fiscal action and measuring the impact of the budget on the e conomy. Also, 
since the economy has grown over the years, and thus the impact of a $10 
billion surplus has a greater effect on a $500 bi llion economy than on a 
$700 bi llion economy, the surplus or deficit as a per cent of NNP might 
be a more meaningful measurement . 
The price·deflator vas used as the thi rd independent variab le to account 
tor inflationary changes in current NNP since current dollar figures 
were used in the monetary and fi scal policy variables . The pri ce·deflator 
is computed as gross national product in current dollars divided by 
gross national product in 1958 prices and thereby measures the change in 
pri ces of all goods and services weighted by the amount spend on each of them. 
BNP was used as the dependent variab le because it leaves out de­
preciation and includes net investment and i s  therefore a good measure 
of change in economic activity. 
Since all of the time series have strong trends, first differences 
tend to increase in size over time . Statistical considerations indi cate that 
us ing percentage changes would be more appropraite. 
As a step toward analyzing the three proi;iositions presented earlie r, 
empi rical relationships are developed between the measures of fi scal 
and monetary policies . These relation ships are developed by regress ing 
quarter-to -q,uarter changes in RNP on quarter-to-,uarter changes in the 
money stock, high-employment budget as a percentage of NNP, and the 
price deflator. 
The values for the variab les were obtai ned by using a step -vi se 
multiple regression formula. Quarterly data was used for the period 
from the first quarter of 1950 to the third quarter of 1969. 
At thi s  point, tor the read.ens benefit, the terms and definition s  
used i n  this study are as follows : 
{ l) dependent variable - is a variable which is sub j ec� to change due 
to outside influence { independent variable ) such as prices, em­
ployment, money stock, etc. 
{ 2) independent variable - i s  a variable which affects change s in a 
dependent variable . 
{ 3) r2_ i s  a measure of the percent of the variance in changes in 
the dependent variable explained by the regres sion equat ion. 
{ 4) beta coefficient - take into consideration the past variat ion of 
changes in each independent variab le relative to the past varia -
tion of changes in dependent variable. The s i ze or the beta coef­
ficients can therefore be compared as measures of the relative 
contribution of each variable to variation s in the dependent variable . 
( 5 ) T-Values - relates the s i ze of the regres sion coeffi cient to the 
s i ze of the coeffi c i ent, of the standard deviate . The greater t -
va lue, the greater is the reliabi lity o f  the estimated change in the 
dependent va riab le resulting from a change in the independent variables . 
The larger the t -va lue, the more confidence we have that the inde­
pendent variab le s  are related to economic act iv ity . 
( 6 ) stati st ica l  significance - is measured by the T -values of the 
coeffi cients of the independent variables when measured against 
the same independent variable . The more stat i s t i cally s ignifi cant , 
the more reliable the relat ion ship to economi c act ivity . 
In the fi rst hypothesi s ,  the quarterly percentage changes in BNP, 
whi ch were used a s  indi cators of economi c activ ity, were regressed on the 
qua rterly percentage changes of both the money stock , currency plus 
demand 6�posits, and the pri ce deflator ( t rac ing inflat i onary effects on 
NNP) . 
The fi rst hypothesis was developed to determine the effects both 
the money stock and inflation have on economic activity.  S ince there 
are confli cti ng theories as to the time lag of the effect s monetary 
policy has on economic act ivity, concurrent , one quarter lagged, and two 
quarter lagged d>seIVations were used. 
The result s  are listed in Tab le XII . 
The result s of the first run ( concurrent -mon ey stock ) i n di cated 
the price-deflater accounted for 12 . 7 per cent change in NNP. Th e  pri ce­
price deflator and money stock together accounted for 18 . 6  percent change 
in NNP with the price accounting for more of the change than the money­
stock . The pri ce deflator vas also more re liable in accounting for the 
changes in NNP than was the money stock . 
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TABLE XII 
NNP RF.GRESSIONS ON MONEY STOCK AND PRICE - DEFLATOR 
Mult iple Corre lation Level of Level of Beta 
Concurrent Coeffi c i ent ( r) r2 Signi:fi cance T-value Signifi cance Coeff. 
!',ti 
Variab le 2 • 357 . 127 li 3 . 3567 1 � . 3573 
Variable 1 . 431 . 186 . l'f> 2 . 3375 �r . 2440 : Variab le 2 3. 1142 • 3251 
1 qt r.  lag 
. Variab le 2 • 357 . 127 11' 3. 3567 1 � . 3573 
· Variab le l • 397 . 158 . l� 1. 6493 la;t . 1803 
Vari able 2 2. 8261 1 � . 3089 
i 2 qtr.  la6 
Variable 2 • 357 . 127 11' 3. 3567 1 � • 3573 
. Variab le 1 • 415 . 172 . l� 2 . 0213 2� .2155 
' Variable 2 2. 29363 1 � • 3131 
Note : Variab le (l )  money stock, quarterly percentage changes in ; 
( 2) price-deflater,  quarterly percentage changes in . 
The result s of the second run ( one quarter lag--money stock ) indica-
ted the pri ce-deflator and money stock together accounted for 1 5 . 8  � of 
the change in NNP and again the pri ce-deflator being the more reliab le 
in accounting for the change in NNP. 
'!he result s of the thi rd run ( two quarter lag-money stock ) indi cated 
the price-deflator and money stock together accounted for 17. 2  1' 
of the change in NNP and again the price - deflator being the more r eliab le 
in ac counting for the changes in NNP . 
It appears that the money stock has i t s  greatest impact on economi c 
activ ity immediately upon its poli cy implementati on ,  a finding in di s -
agreement with other theori es postulating a longer lag period. 
I n  the second hypothe s i s ,  the quarterly percentages i n  NNP were 
regre s sed on the quarterly perc entages changes of the high-employment" 
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budget surplus or deficit a s  a pe rcent of NNP, and on the price-deflater. 
Concurrent 
ar ta'.'ole � 
ariable l 
ariable 2 
atr. lruz 
&lflble 2 
ariab le 1 
ariable 2 
qtr.  lag 
ariable 2 
· rariable l 
ari ab le 2 
The second hypothesis was deve loped to determine the effects both 
the f i s cal theory and inflation have on economic activ ity .  Since the re 
are conf l i c t i ng theori.es as t o  the time lag of the effect s fi s ca l  poli cy 
has on economic activ i ty ,  concurrent,  one quarter lugged, and two quarter lagged 
ob s ervations of �he fi s cal variable were used. 
The results are listed in Tab le XIII . 
TABLE XIII 
NNP REGRESSION ON FISCAL VARIABLE AND PRICE-DEFLATOR 
MultiEle Correlation 
COEFFICIENT �Rl r2 
• 357 . 127 
• 368 . 135 
• 357 . 127 
. 373 . 139 
• 357 . 127 
• 378 . 143 
Level of 
Sisnificance 
l � 
l� 
l <fo 
1 <fo 
1 <fo 
l � 
t -Value 
3. 3567 
.8259 
3. 0930 
3. 3567 
l . oo63 
3 . 2703 
3. 3567 
1 . 1585 
3 . 3649 
Level of 
Signi fi cance 
l 1' 
1 <fo 
l <fo 
1 "' 
1 <fo 
1 <fo 
Beta 
C'Oefr. 
. 3573 
. 0903 
• 3378 
• 3573 
. 1074 
• 3491 
• 3573 . 1230 
• 3574 
" �E :  Variable { l ) high-employment budget s ' { surplus or deficit } as a pe rcent of NNP 
( 2 ) quarte rly percentage changes in the pri ce-deflate r 
The re sults of the first run ( concurrent - high-emp loymen t surplus 
or defi cit as a percent of NNP) indicated the pri ce deflator accounted 
for 12 .  '7 per cent 'in NNP . The pri ce deflater and fi scal vari able 
together accounted for 13 . 5 per c ent in NNP with the pri ce deflator ac ­
count ing for more of the change than the fi scal variab le . The pri ce - defla­
tor was also more reliable in accounting for the changes in NNP than 
was the fi sca l  variable . 
The results of the scond run ( one quarter lag ) indi cated the pri ce 
deflater and fi s cal variable togethe r  accounted for 1 3 . 9 pe rcent change 
in NNP with the price-deflator being more re liable . 
The results of the third run ( th ree quarter lag) indi cated the pri ce-
deflater and fiscal variab le togethe r  accounted for t4. 3 per cent 
of the change in NNP with the price deflater being more re li abl e .  
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It appears that the �iscal policy variable has its greatest impact 
after two quarters which is consist ent with monetary authoriti es lag theori es . 
A s imi lar fis cal variab le ( except it didn ' t  use the surplus or deficit 
figures but th e  actual budget figures ) was used in the author ' s  original 
second hypothes i s  but was di scarded due to the fact that the fi scal variable 
didn ' t  account for even one pe r cent of the change in NNP. See Table XIV . 
TABLE XIV 
NNP RIDRESSION OB FISCAL VARIABLE AND PRI CE-DEFLATOR 
Multiple Correlation teveI or I:eveI or Beta -
Concurrent Coeffi cient � r� r2 Sisnificance T -value SiS,!!ificance Coeff. 
Variab le 2 • 357 . 127 l �  3 . 3567 l � . 3573 
Variable 1 . 359 . 129 l � -0. 3492 -0. 039 3  
Variab le 2 3 . 28 31 1 1' . 3694 
l g,tr. l� 
1 � l � Variab le 2 • "367 . 127 3 . 3567 • 3573 
Variable l . 358 . 128 1 � -0. 2302 - . 02 5  
Variable 2 3. 3273 l � • "3615 
2 gtr .  lag 
Variable 2 . 357 . 127 1 � 3 . 3567 l � • 3573 
Variable l . 357 . 127 l � - . 0074 - . 0008 
Variab le 2 '·  l • 3 74 
Rote : Variables 1 High-employment budget as a percentage of NNP 
( 2 ) Price-def lator percentage change 
In the thi rd hypothesi s ,  the quarterly percentage changes in NNP, 
were regres sed on the quarterly high employment budget ' s  surplus or 
deficit as a per cent of NNP, the quarterly percentage changes in the 
money stock, and on the quarterly percentage changes in the price deflator. 
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The third hypothesis was developed to determine the effects 
which monetary and fi scal poli cy plus the price - deflator have on NNP . 
No lag was used with the money stock, and a two qarter lage was 
used With the high-employment budget ' s  surplus or deficit as a per-
cent of NNP because they were the best results obtained 'from. the first 
and second hypothesis.  
The results of the regression are list.ed in TABLE XV .  
TABLE XV 
NNP RBIBESSION ON FISCAL AND MONETARY VARIABLES & PRICE DEFLATOR 
ariab le 
3 
2 
3 
. 431 
• 357 . 127 
. 186 
l �  
. 1 "' 
3. 3567 
2 . 3375 
3. 1142 
1 . 467 . 218 • l "' l .  7456 
2 2. 6844 
. 10 8 
1 � 
2� 
l � 
5 "' 
1 1> 
l 
• 3573 
. 2440 
• 3251 
. 1824 
. 2829 
01 
Note : Variable l quarterly high-employment budgets surplus 
of NNP 
or defi c i t  as a pe r  
( 2 ) quarte rly percentage changes o f  the money stock 
( 3 ) quarterly percentage changes in the pri ce-deflator 
The results indi cated that all the Ta.riables together only account 
for 21. 8 per cent of the change in DP. · The pri ce-deflator again wa s  
the most reliable . 
Due to the strong price-deflater influence, it was dropped from 
the hypothesis.  
The results from the revised hypothesis are li sted i n  Table XVI . 
The results from the revi sed hypothesis indicated that money stock 
accounted tor 8 . 1 per cent of the change in NNP. The money stock and 
fiscal variable together account for only 11. 8 per cent of the change 
in BNP with the money stock being the more reliable . 
cent 
iable 
2 
l 
2 
Note : 
4 3  
TABLE XVI 
NNP RF.GRESSION ON MONE.TARY AND FISCAL VARIABLES 
ulti�le correlation 2 eve 0 a 
coefficient { rl - ·  t value si!!!ifi cance coeff . 
. 287 . 081 2 'lo 2 . 6280 1 'lo . 2869 
. 343 . 1 18 1 'lo 1. 7369 51' . 1914 
2. 4 1 . 3271 
Variable l quarterly high -employment budget surplus or deficit as a pe r c ent 
rr NNp 
( 2) quarterly percentage changes in the money stock 
Based on this papets empi ri cal research , we can come to two 4eter­
minations : ( 1 ) e ithe r the variables chosen as measurements of fi scal 
and monetary po li cies do not cont ribute very much to the NNP change, or, 
( 2) fi s cal and monetary policy effect s  on economic stab i lity are not as 
strong as had prev iously been thougt:at . 
As suming the variables used were adequa�e measurements , then the re-
sults do indicate that monetary policy influence was stronger and more 
re liable and even faster ( faster referring to when both variables were 
lagged by two quarters ) . 
The major impli cat ion of the empirical research was that the re i s n ' t  
a sure method of measuring fi s cal and monetary effects on economi c stabi-
li zation . 
CHAPrER V 
CONCWSION 
The intent of this pa.per was to measure the impact of monetary 
and fi s cal influences on economic activ .i ty over a 79 quarter period, 
I/1950-III /1969, and for selected longer periods . 
Four years ago, the monetary policy was both expansionary and 
inflationary when the switch was made from long term federal debt to 
short term federal debt . 
In studying both short term and long term effect s ,  my study indi cates 
a stronger evidence for monetary policy usage . Monetary policies had a 
larger,  more reliable effect on economi c stabli zation than did fi scal 
policies . 
At thi s point i n  time , there i s  not much doubt why monetary policies 
should be given a more active role in econo:itic stab i l i zation s .  
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